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CAPs" increasing share of access services demonstrates Pacific Bell's vulnerability to

competition. As Pacific Bell JoleS share. it I.oses revenue in two ways. Fint. it loses revenue from

traffic carried over CAP facilities. Second. competition in special access services from CAPs, {XCs.

and self-suppliers has forced Pacific Bell to lower its prices dramatically resulting in lower revenue

on all sales mat it does mAke. Since 1988, for example, Pacific Bell has reduced the price of interstate

OS 1 service by 46% from 5738 to 5397 per month,~7

Building on their success in the access market. CAPs have bepn mavins toward becoming

full service telecommunications companies. "'TeO has already invested millions of dollars in local
..

fiber optic networks and switching facilities in the Los Angeles, San Francisco and San Diego areas in

anticipation of our transformation into a full service competitor in California..."'~' MFS Intelenet is.

according to its 1994 annual repon, "the fint national full-service, facilities based communications

company since the breakup of AT&T to offer one-stop shoppins to medium and small businesses." ~9

Expanding into local exchange services and bundlinslocal, access and toll services will give these

and other CAPs greater opponunities for revenue and profit powth.

CAPs have multiple strategies for becoming full service prov"". Most are expanding their

networks and adding switching capability to suppon local services. The CAP investment is now well

in excess of $1 billion,60 and is likely to continue to grow rapidly. Moreover, CAPs are installing

switches to provide local services for both business and residential customers. In California. MFS has

installed ATM and central office switches in San Francisco and Los Anples. TeO has installed

57 OS I prices are for two channel terminations and six mila of b'lnSpoft. Prices. (2 channel terminatIons II

Channel Termination Char,e) + Fixed Channel Mileaae CIwp (CKT) + (6 miles x VarIable Channel Mileage
Charge <10M».

~!1 Quote from Steve Sulsser. Vice President. General Manaler of TCG's Los Anaeles network as reponed in
"TCG. California's l.arpst Local Telecommunications Competitor Files petition to Become 'The Other Local
Phone Company· ... PR Ne.....swlre. August 31. 1995.

~Q MFS 1994 annual repon. p. 16.

oil ·'A CAP Markel Update: No Future for the Independents'?:' The Yankee Group. July 1993. p. il.
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~ESS switches in San Francisco and Los AnFles. IntelCom Group. Linkatel and Brooks Fiber

Communications have also installed switches in California and are expandinl into other servieeS.61

All of these CAPs excepc MFS plan to provide local exchanp services in California to residential as

well as business cUstomers. Fipre 10 summarizes competitive access providers' existinfnetworks

and plans for entering the local exchange markel.

tll "Pacific Bell Competitive Environment Report"
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·
'- CAPs Netw.klln C........... S...... .... ,or InIry Jato LEX

Mrs Existi,.,: Sin Franc:isco. Los butu.,: San a.o,rapllic Ana: Slatewide
~n.eles. Sacramento. San Jose. Francisco. Los -<""'.

San Die,o An... M"'t S.'IfWIIU: Business.
Operator Services

U,Ili" (Hv.JoplfWnt: Oranle
County. Oaltln

TCG butin,: San Francisco. Sin Jose. bUtin,: San a.o,rapllic Ar.o.: Statewide
Oakland. Los Anaeles. San Dielo. Francisco. Los

MarUt S.,lfWnts: Residence., Anaheim An"". San
Die.o

Business

ICGAcceu Existin,: Sin Francisco. Los Exutin,: a.o,raphic Ar.o.: Statewide
Seniees Angeles. Oakland. Santa Rosa Oakland. Los

Mo.rUt S.glfWnts: Residence.An.eles. Irvine
Business

Brooks Fiber Existing: San Jose. Sacramento Pllnned: a.ographic Ar.o.: Statewide

U"d.r D.v.'opm.nt: Fresno. Sacramento. San
Mo.rUt S.,m.nts: Business.

Bakersfield. Stockton Jose
Operator Services

~ICI Metro E:cisting: Los An.eles. San Plans to install c;.o,raphic Ar.o.: Statewide
Francisco. San Diego. Sacramento switches

Mo.rUt S.,lfWnts: Residence.
Business. Operator Services

ELI Existing: Sacramento Existing: G.o,raphic Ar.o.: Statewide

U"du D.v.lopm"u: San Diego. Sacramento
Market Segments: Residence.

los Angeles Plans to install Business. Operator Services
another switch in
Sacramento

GSTTelecom Existing: San Bernardino. Geographic Area: Statewide
Riverside. Rialto

Mo.net S.,m.fIIs: Residence.
U'ld" [Hvelopmlnt: Colton. Business. Operator Services
Onwio. Palm Sprin.s. East Bay

TlmeWamer Existin,: Sin Die.o

Linkatel Existing: Los Anleles. Granle Plans to install G,o,raphic Arlo.: Los Ana;eles.
County. San DieiO. Lon. Beach sWllchin, Lon, Beach. Oranae County

equIpment
Man.t S.,m.nrs: Residence.
Business.

SOllrus: TrtUi~ pr.ss: MFS 1994 CUlnlUU rtpon; "Pacific B.ll COIIlpItitiv, Environment Rtpons"; "Fib.r
D~plo.rm.m Update - End of Year 1994." FCC Industr)' Anal)'sis Division. Jun~ 1995. p.37-39: ami
ApplicatioflS for Cutificates of Public Con...enience and Nlcessity to Provid. Com~titiYe Local E.tchallge
Sen'lce.



Since the FCC's 1992 and the CPUC's 1995 coIlOCIIion orders "ave been implemented. and

as more CAPs deploy switehinB capability. this expansion is likely to become more profitable because

CAPs will be:ible to offer their customers a broider ranp of services. When a CAP is collocared

with the central switch of the LEC wire center. it hu ICcns to all of the customers servS by that

central office of the LEe. This will l'I'NIke it easier and less costly for CAPs to expand into the 1~5

densely populated relions of metropolitan areas and beyond. In California,· there are already

conoca~ion amanpments in 46 wire centers. Bivinl CAPs access to 57'1 of Pacific's DS I and 1St;(- of

its DS3 traffic.62 Fipre II shows paphically how CAPs are tlrptin. Pacific Bell's hiahest revenue

wire centers for collocation.

Fi,MIY 11: I'lIylietd CoI1«tItio" SpM., an H...U, COM.lltrrlMtl
ill PlleiJk ."'1 Hi,II.R.,."". Win C••"

15"

... "TIIII...,...
OM 'I.........

...TouIltewnue

..." ToW Physical Colloc:auon SpICa

.14.......-..--+-....40Cilo
Tottl-G 6.J.IU US·I" 11'7·)41 2&31. 311·1n .J'7~ ..... 497.- HUI.

WIrec-.(.......,a-)

Noae: Averqe 1Q95 monlhly revenues. Tandems not included. Physical CoHocation is allO called Expanded
Interconnection Service - Physical Collocation (EIS-PC).

S0I4rce: Pacific Bell. CC Docket 94·141

fl~ "Pa~ltic Bell Competitive EnVironment Repon:' April 1995. p. 4.
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, In addition to expllldin, ill own network ...... set'Yices. MPS is aQressively pursuing the

exchange market thfOUlh acquisition. In 1994. it acquired RealCom Office Communications. Inc.• the

second larpit Provider of shared tenant services. and Centex. a San Francisco 'based toll auregator

that offered inre....ted local and lon, distance services to business customerS. Centex:ls Pacific's

largest telemanagement service company customer. These two acquisitions nearly tripled MFS

Intelenefs customer base and provided the company with a sales forte knowledpable about business

exch~nge, access and interexchanp callin, patternS.63 Moreover- MFS has the ability to migrate

Centex's customer base onto its own network. mullin, in a si,nificant traffic loss to Pacific Bell.

6. Cabk co""."i., tire ,reptlrill, tuUI ill••,., to .qtJIItl into _l«omlll""ktllitJ"s s.",ic.s,
i"cladill, local .xcluJ"" s.",k.,.

Cable companies are preparing to offer local exchanae services in the U.S. as soon as federal

and state regulations permit. They are well positioned to compere for exchange services. panicularly

to residences, because of the extensive network that now passes more than 9~" of U.S. homes. The

industry invested more than $20 billion in plant and equipment during the I9805. Much of the recent

investment has been fiber optiC transpon and advanced digital electronic equipment which permit

two-way telephony. According to the National Cable Television Association. "by late 1992, 77% of

cable plant was capable of two-way communications, and vinualty aU newly built cable plant is two­

way capable. In short, the cable industry stands poised to expand beyond its core business and

become a full panicipant in the nation's telecommunications infrastructure."""

A recent study has estimated that the costs of upgrading existing cable plant to provide

telephony services (~sumin, the cable company has already upgraded its backbone transmission

plant to fiber optics) would be about 5207 per subscriber. If boIh telephone and distributed video

6~ "Pacific Bell Competitive EnVironment Report," October 1994, p. 12; MFS 1994 Annual Report, p. 16.

6.J National Cable TeleviSion ASSOCiation. "Cable Television and America's Telecommunications Infrastructure:'
199~. pp. 5.7 from the Information Illfrastructure Sourcebook. Version 3. Vol. I. John F. Kennedy School of
Go\ernment. Harvard Umverslty.
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services were provided, the cost per subscriber. would .i1lC,.. only 10 5297 due 10 lilnificant

economies of scope in the provision of telephony and disuibuled video services. The analysis further
..

demonst..et that uppades to existinl plant represent a IIrp cost MV"" to deployment of new

networks and that there may be economies of scope between distributed video services anct'PCS. The

author concludes, "this outcome increases the value of the incumbent cable television network."6~

Another recent study drew similar conclusions about the economics of cable entry into telephony:

'"The reason for the enormity of the financial implications of this teehnoloaical chance is that,
just as is the case of the new wireless IeChnoloJy, ,.. COM tJ/..., I6kplttHly to a cab/~

syst~m is/ar l~ss than tlw cost o/tM aisri,.g .leplroM p/IUII (emphasis in orilinal). The cost
of uPp-adinl a cable system by Iddinl fiber trunks is less than S150 per subscriber. The cost
is so low that the reduction in maintenance expenditures' alone is adequate to more than pay
for the uPlrade, so effectively the cost is zero.. The cost of ackIinl telephony to an upgraded
cable system is less than S400 per subscriber, and it is only incurred for the subscribers who
purchase the new service.''66

Tel, Viacom and Continental Cablevision provide lood examples of how cable companies

are expandinl and enhancing their networks to provide telephony service. Tel, the largest cable

company in the Bay Area, has reportedly spent $'00 million on its fiber network in the Bay Area and

is installing switches and amplifiers required for two-way communication.67 According to TCI

Executive Vice President Brendan Clouston, "Tel is laying the IJ'OUndwork to become a one-stop

provider of voice, video and data services in the Bay Area starting next year [1996]...The Bay Area is

a critical market for Tel, and we have to move agressively to meet the competition." 68

Viacom, the second laraest cable company in the Bay Area. has announced its own plan to

provide local phone service "in Castro Valley on a trial basis, with plans to make Viacom's service

M Reed. David P., "The Prospects for Competition in the Sublc:riber Loop: The Fiber-to-The-Neipborhood
Approach." presented at the Twenty-first Annual Tel~ommuniCllions Research Policy Conference, September
1993.

66 Sirlin. Philip J.• "The Digital Battlefield: Bellopoly -- The End of the Game," March 22, 1994. p. 13

6i Bank. David. "Foundation of an Information Ale:' San JOSt Mtrcllry Ntws. December', 1994. p. 40. The
amele reports tholt switches have already been Installed in Sunnyvale.

M Pelline. Jeff. "Cable's TCI Reveals Bay Area Game Plan," San Frandsen Chronic/to July 19. 199'. p. CI.
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broadly available in Cutro Valley within nine months after the service is authorized....Later. it will

be expanded to the rest of Viacom's territory - in San Francisco and pans of Marin. Sonoma. Napa.

Alameda and Contra Costa counties."" When TCI and Viacom are merled. they will have a fiber

rinl that circles the Bay and will provide cable coveraae to 9()CI of Bay Area consurT;rs. Tel is

preparing to offer telephony over it's cable network. It has been cestinl a teehnololY for delivering

telephony services over its network70 and will be introducinl its first telephony service in early 1996

with @Home. a high-speed internet access that will run over it's existinl cable syscem.7• Continental.

the third largest cable company in the U.S.• has just announced that it will spend $700 million in the

Los Angeles and the California Central Valley over the next five years to add telephone. data and

video-on-demand services to its network. The company has said that it will introduce phone service

within a year of regulatory approvaJ.72

Through their alliance with Sprint, TCI.cox.comcast will soon be a strong competitor of

Pacific Bell. Not only do they a have a Stronllqraphic presence in all major metropolitan areas

and many smaller communities throughout California. but they also gain significant benefits from

Sprint (which is discussed funher below):

''The alliance also lives cable operators a nationally recopized brand name. to sell new­
fangled radio phones, and a war chest of funds to help build netWOrks to link their traffic.
More imponantly, Sprint's expenise in network planninl and switching can harness the
power of cable's hiafl-caplcity wires into homes...The cable partners have agreed to add
Telepon Communications Group to the venture with Sprint. TCO is the cable-owned
alternative local network service that is building phone and data networks in major US
ciues..:·73

69 Pelline. Jeff. "Viacom Launchina Phone Trial."~ FrtlIIcisco Chronicle. October 4. 1995. p. BI.

70 TCI and Telepon are jOintly testinl the rechnololY in Illinois. T,lco COlfl/Hlilion Rtpon. November 10. 1994.
p. 7

71 "Tele-Communications In Deal For Internet Access." Tlat NC!,,} lork Timts. May 3. 1995.

'7:: "Continental Cable Jumps Into the Telephone Arena." San Francisco Chronicl,. September I. I99S. B3.

7~ "Sprint. 3 Cable Firms to Form Phone Venture.- The Wall 51"" Journal. October 25. 1994. p. A3 .
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7. PriNt. utworlu ." ,rowUtr rwpiIIl, tuM c""".t. tIir«", ww. ptl£iJk B.ll in tl&c.ss,

••""",.~w''''.''''''''I."n
Because user demands are so highly concentrated in telecommunications services. one of the

most important for.ms of competition is "self-supply" by larae. intensive users. Self suppliers of

lelecommunicalions services can and do compete with PKific Bell in two main ways. First. they

bypass the public switched network for local exchanae. access and interexchanae calls. Second. many

large self suppliers have spare capacity in their private telecommunications infrastructure and can sell

this capacity to third parties.

Private Branch Exchanges (PBXs). which are essentially small central office swilches. enable

companies to self supply local exchange service. routing calls around the Pacific Bell network and

hence providing a source of competition for Pacific Bell's services. This competition takes many

forms. First. PBXs can operate as stand-alone switchina hubs or as remote switching nodes on private

networks consisling of many switches and lines. Second. PBXs areatly reduce the need for access

lines because calls of multiple users are aggregated over one line. thereby competing directly with

Pacific Bell for access Iines.74 Third. PBXs are controlled by software so they can easily be

programmed to route intraLATA calls to a competitors' network.7~ Finally. because PBXs can handle

"intercom" (local calls to other stations within the company) and offer many enhanced services. they

enable businesses lO provide their own intra-exchange services that they would otherwise purchase

from aLEe.76

74 For example. a business customer wilh 1000 access lines could. by buyin. or leuin. a PBX. reduce the
number of access lines to I~O. an 8~" reduction. Hence. the PBX replaced 150 access lines. In addition. the
PBX would also be used to provide many enhanced services that the customer would otherwise have purchased
from the LEC.

7~ In California. IXCs Ire offerin, to pay the cost of reprosrammin, businesses' PBXs to dial Io-XXX on toll
calls. See "Local Toll-Call Business Wired for Fierce C'Ompetition:' SDct'tJIMlUO /h,. January I, 199~. p. EI.

76 In business systems. Pacific Bell offers a set of special central offICe services to tarae busineo customers
called Centrex. Centrex competes directly a.ainst PBXs in the market for exchan,e services. which depend upon
PaCific Bell for network access services. In spile of that supposed competitive Idvantap. Pacific Bell has
actually lost a majority of the business systems market to PBXs. In fact. accordinl to Normern Business
Information. Centrex represents only about Ilo/r of bUSiness telephone systems lines. (Northern Buslne....
Intormation. "U.S. PBX and Related Markets:' 1993 Edition. Exhibit 3·6.)
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As of 1994, there were 4.5 million PBXs in the U.S. with 100 or more Jines.77 Thus. an

estimated 165,000 of the Jarlest local exchanle customers in California bypass the public network for

a substantiaLponion of their local access lines and exchanee traffic." Many of these self-suppliers

are large users of .telecommunications services. For example, in 1986, Stanford UniversitY installed a

12,000 line PBX and miles of fiber optic cable as pan of a 520 million project to build a campus wide

voice and data transmission system.79 . Other telecommunications users have private

telecommunications networks which link disparate locations around the SWe or the world. According

[0 a European Commission estimate, there are more than 100,000 privately owned

telecommunications networks in the United States.so Calls placed on these networks frequently

bypass the publicly switched networks for local exchanle, access, interexchanae and international

services.

A quite different, but imponant form of competition from private networks is satellite-based

transactions processing systems using Very Small Apenure Terminal (VSAT) technology. These

networks serve very low density locations in rural areas just as well as they serve urban sites. Los

Angeles-based Unocal Corp. and Chevron Corp. are usinl VSAT networks for communications

among retail stations and credit card authorization. while Torrance-based Toyota Motor Sales USA

uses VSAT for communications among offices and dealers around the country.SI The number of

VSAT systems has increased markedly in recent years, and recent innovations in satellite technology

77 Nonhem Business InfOl'lftllion, "U.S. PBX and Related Markets." 1993 Edition. p. 32.

78This estimate is baed on the percent of PBX and Centrex trunks in california to toIIl U.S. PBX and Centrex
lrunks (17%). See Statistics of COIPurumicatioflS Cpmmon Carriers, Federal Communications CommiSSion,
1993/1994 Edition, p. 18.

79PR Newswire. January 18. 1985.

80 "Survey of Telecommunications: The Death of DistanCe", The Economist, October 6, 1995. p. 8.

III "Local Oil Companies Gaze Skyward 10 BooSI Corporale Communicalions:' Los Angeles Business )014",£1/.

Auglisl 15. 199~.



will continue to drive costs down, resultinl in even I"IIOIe rapid growth in the future.a In many cases,

the local VSAT users would otherwise have added additional local access lines to serve their

transactions ,rocasinl needs. Dependinl on teehnoiOlical developments, VSAT systems may belin

offering voice-grade services as well. completely bypusin. the local exchanae carrier. If SO. Chevron

would effectively be competing with Pacific Bell and other LECs by offerinl "basic exchange

service" to its retail affiliates.

Self suppliers can also compete with LECs by expandinl into the wholesale or retail martets.

Sprint started off in 1973 as the microwave communications subsidiary of Southern Pacific Railroad,

SP Communications.83 As its microwave network, which was initially positioned along railroad track

rights of way grew. it became economic to provide private line and interexchange services to high

volume businesses and. eventually. residential customers.... WilTel, the former telecommunications

sub!\idiary of the Williams Company. which is now owned by LDDS MetroMedia. was originally

built to help the Williams Company track and control usale of their extensive network of natural gas

pipes. Later. they began to sell long distance telecommunications transport on the wholesale and

retail level.8~

Like WilTel. other gas and electric utilities have thousands of miles of fiber optic cable

already in place to meet their own communications needs. Many of these companies are now leasing

conduit and excess fiber capacity to CAPs and IXCs.86 Utility companies are also developing

customer applications to run over their internal networks rather than the public switched network.

82 The di,itization of satellite communications will pnel'lle huae hlen.es in trInImiuion c:aplCity and I..
decreases in costs and prices. Data compression technolOlies will further reduce me effective cost of satellite
communications. The miniaturization of electronic components and improvements in si,nalin, processing
capabilities are enablina users to employ much smaller'Satellite dishes.

8~ "Antitrust SUit:' Th~ Washington Post. March 28. 1978.09.

84 Norris. Floyd. The Associated Press. February 21. 1980.

8~ See PR Newsw;r~. September 24. 1985 and BuS/f"rs DoteUn~: Tulsa World, May 3. 1989.

IItl "Check Out These Potentially Lucrative Utll1t~ FIber Plans:' FilHr Optics News. April 4. 1994.
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Utilities such ,1$ Southern CaJifomia Edison are experimentina with methods to use their fiber

backbones in combination with existing cable operators such as TCI or new wireless distribution

networks to,provide Advanced EneraY Manapment Systems (AEMS) to electricity customers."

Pacific Gas and ~lectric Co. is also plannin, a project with Tel which aims to use existing fiber and

cable lines to monitor and control customers electricity usqe.II Electric utilities could use these

networks to offer local telephone service as well. This pattern of large self-suppliers becoming

service providers for third panies has also occurred widely in overseas markets. According to a

recent survey of telecommunications in The Economist:

"Once [private internal) networks are constructed, spare capacity on them can be resold to
other businesses and operators, local legislation permitting. For example SITA (Societe
Intemationale de Telecommunications Aeronawtiques), the airline industry's immense global
network has plans to offer voice services to multinationals. Many other businesses have
suddenly noticed either that they have rights of way along which can easily run fiber-optic
cables, or that they already have networks for their internal communications. For example, a
group of European railways has set up an organization called Hermes to carry telephone
traffic across Europe's many international borders; in France, Generale des Eaux expects
telecommunications to provide 10% of its turnover by the end of the century; and in Japan
group of regional electricity utilities is building a network.""

8. Wireless cturiers wiU eXptlM illlo "lMsk" exclttul,e .enke. tIS tile price oj .ervice
continues to faU and the numb" ofusers inc"tlSes drtuJuaticllUy

Dramatic increases in market penetration and usage show that cellular service increasingly

competes with wireline, especially for intensive users who get high value-added from

communications, and users who need site-specific access for shon durations. Prices for cellular

equipment and services have been dropping rapidly90 and cellular companies are investing heavily to

87 "SOCAL Ed to test intetw:tive TV Link to Let Customers M-. EneIJ)' Use." Electric Utility Week·.f
Demand-Side Report, February 2, 1995.

88 John Lippman... Telecommunications: Tel Eyes 'sman home' Desiln Plan with Microsoft and PG&E:' Las
AI/Neles Times. November 10. 1993.

119 "Survey of Telecommunications: The Death of Distance", The Economist, October 6, I99S. p. 8.

<X) In recent years. the price of cellular phones has dropped seven-fold. and the inflation adjusted price of
equipment and service has fallen by more than SOCk. The Geodesic Network II. 1992. p. 4.23.

·42·



,

expand and enhance their networks.9• Rapid growth is expected to cominue to be driven by increased

network capacity and competition.92 These trends in cellular are especially clear in Califomia. The

growth rate in' cellular subscribers for both the U.S. and Califomia has been nearly 40fl over the last

three years. and ~ith three million cellular subscribers at the end of 1994, Califomia isthe largest

cellular market in the country. Cellular companies recopize the importance of Califomia and are

investing heavily in the state; while Califomia represents 12'IJ of cellular subscribers in the U.S., it

has captured '9~ of cellular capital investment.93

Because the monthly fee for a cellular "access line" is well above Pacific Bell's price for

local exchange service, cellular would seldom literally "replace" wireline access. However, as usage

rates fall. users increasingly will use their cellular phones to place calls, because the price of a cellular

call is sometimes less than the price of a wireline call. For example, in the Bay Area, Cellular One

offers unlimited night and weekend calling and GTE Mobilnet offers unlimited weekend calling

covering very large "home" areas94 for a nat monthly fee of SI3. Customers who purchase that

option can avoid toll charges by placing calls on their cellular phones.

Wireless services are also rapidly moving beyond traditional local and toll calling into data

services and even high capacity transmission. Using wireless modems, more and more individuals are

91 Cumulative clPiaal invesunent in the c:ellulll' indulU')' reached almost $14 billion in 1993. Th. Wir,l.ss
Factboolc. Cellulll' Telec:ommunicalionslndusUy Associalion. Sprin. 1994. p. 9.

92 Recent and expected developments in teehnololY underlyin. the wireless networks. however. will expand the
capacity and gpability of all wireless telephony by a multiple of five to 20 tirnea present levels. For example.
the cellular systems in the Los An.eles area have present theoretical clplCity of 700.000 users but the
deployment of di.ital c:ellulll' systems would increase that clplCity to 14 million. Caplcity can also be increased
almost andefinitely through the addition of more cells. (See Huber. Peter W., "Competition and Open Access in
the Telecommunications Markets of California," FebN~ 8. 1994. p. S1.).

9~ "Cellular in the U.S. and California: Important Facts and Fi.ures:· Cellulll' Carriers Associalion of California.
1995.

94 In the Bay Area. Cellular One's "home" area extends from Cloverdale (north of Sanaa Rosa) to Bradley (south
of Monterey). GTE Mobilnet has an even laraer service area extendin. from Cloverdale in the nonh to Santa
Barbara in Ihe south and east 10 Davis. (Prices provided In company brochures: GTE MobileNet. 12194: Cellular
One. 9/6/95.
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transmitting computerized dala and faxing documents over cellular networks. Also. wireless service

providers are introelucina a wide range of data products for businesses. McCaw Cellular designed a

wireless plGkaae-tracking system for UPS and has recently introduced a wireless data

communications network called AirData.95 WinStar Telecommunications Group recentlY introduced

a wireless high-capacity service that competes with LEe TI lines. This product is positioned as a

cost-effective alternative to wired short-haul links up to five miles. The installation fee is comparable

to LEe prices. but recurring prices will be 10'11 to IS'II below that of the LECs.96

PeS will also drive the development of new wireless services. The PeS auction was

completed in March 1995. and PeS networks are expected to be operational in 1996.97 When PCS is

delivered. it is expected to be priced sianificantly below cellular today. competing directly with LEC

local services. Aggressive pricing will be possible because the cost of implementing PCS is estimated

to be low (about 5400 per subscriber)98 As Figure 12 shows, nearly half of the adult population is

expected to use wireless services by the year 2000. Moreover. it is projected that by 2000. about 20%

of wireline message revenue will be diverted to wireless services.

9~ "McCaw's Wireless Data Vision," Telephony. March 20. I99S.

Q6 "WinStar Offers Wireless Alternative in the Local Loop." Network World. February 27. I99S. p. 30.

97 See PC Wed. February 14, 1994. Also see Sirlin. Philip J.. "The Dilital Battlefield: Bellopoly _. The End of
the Game," March 22. 1994. p. I I.

98 Sirlin. Philip J.• "The Digital Battlefield: Bellopoly •• The End of the Game." March 22. 1994. pp. II·l~.
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--Projected Wheless Projected Penetration ., Wireline Messqe

Subscriben (a) Rate (b) Revenue Lost ...~-"

Year '(millions) (subscribenlldult population) to Wireless

I99S 30 IS., 2.,

1996 39 20CJ, 3.,

1997 49 15., 6.,

1998 60 30CII IOCJ,

1999 73 37., 14%

2000 87 4S., 2OCJ,

Souru: Wireless and Cable Voice Services: Forecasts and Competitive ImplC1l, VGllSton tutd Rogtrs,
T~chn%gy Futur~s Inc., (1995), pp. 10,32 (bAr,/iM sc,nario).

(a) A low ,rowth scenario projects subscriptions will pow to 57 million by 2000. AnodIer" forecast by EnS
projects 7S million wireless subscribers by the year 2000. See An Ic,Ag, is Coming to th, Winless World,
Carl Aron, EDS. (J99'> p. 10.

Cb) Total adult population is defined as those persons J8 years and older. Adult population is estimated to be 19'
million. See 1994 Statistical Abstract. Table No, 16.

In addition to competing directly with wireline services, PeS is likely to be integrated into

existing cable networks providing cable companies with an alternative means of providing telephony

services.

"Cox has been at the forefront amona cable companies in punuing PeS. The company has
won a Pioneer's Preference award for the Los An..-..san DieSO, California, MTA for
developing a way to use the cable network in the PeS infrastnlcture. Cox's contribution has
been findinl a way for PeS base stations to be located in cable electronics facilities, and then
using the cable plant - fiber or coax or both - as the bKkhaul network to take the PeS call
out to the switch...Cox has successfully demonstrated this technology approach a number of
times. It has run numerous trials, includinl an onaoinl testbed in San DieIO, where particular
radio propagation, voice quality, and other characteristics have been measured. As far back
as 1992, Cox demonstrated a successful P<;:S call between its chairman and the FCC
commissioner. using a ponable PeS phone and cable plant.'t99

99 The Yankee Group. PCS: Th~ Impl,m~ntation Phas~. February 1995. p.".
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California .is an especially attnIctive market for prospective PeS providers as demonstrated by

the PeS mllketing and technology trials that have been done. Of the 199 outstanding PeS

experimental fiCenses, almost a quaner (43 licenses) involve tests in Califomia. loo Furthermore, over

one-third of experimental PeS licenses issued in California are issued to cable companies. lol The

tests are being held in the Los Angeles and San Francisco LATAs, which represent 72% of Pacific

Bell's revenues. 102

9. TIN Sprint T."cMllflMlli.ctltitHu V.1ItIuw .,ill H ./tH7IIitMIM COIft/HtiIM 10 P_4/k .Uby
tkUNriII, • .,iM ""., 01cOlllllUlllktItiDru tIII4 ...rfllilulNlII ••rvien

Sprint is an interesting competitor in several respects.. Fint, with nearly 6 million local access

lines in 19 states, Sprint is already a major provider of local exchange services through its United and

Centel subsidiaries. Second, like MCI, Sprint is about to receive a major infusion of foreign capital,

with $4 billion in equity investments by France Telecom (FI') and Deutsche Telecom (DT). Third,

Sprint is pan of major alliance of cable companies, the Sprint Telecommunications Venture, which

has announced plans to offer telephony services over cable networks and wireless local exchange

services over PeS networks as well.

"Sprint, the nation's third-largest long-distance company and its cable-television panners,
Tel, Comcast, and Cox Communications Inc., announced that they would invest $4.4 billion
to build wireless networks that would serve markets with a total population of 182 million.
Sprint owns 40 percent of the venture, TCI30 percent, and Cox and Comcast IS percent each.
Sprint and its cable consonium were the top bidders in the PeS auction, pledging a total of
$2.11 billion for 29 markets (representing 30% of the total paid in the auction), including the
Salt Lake City MTA. The team's stra1e1Y was to win licenses in markets where the panners
already had major cable holdinlS. Sprint cable team is expected to invest another S2.7 billion
to SS.4 billion to construCt new networks."I03

100 Office of Engineering and TechnolOlY, FCC, PeS Experimental Applicalions By Filed Date (F.C.C., May
19. 1994).

101 Amendment of the Commission's Rules to Establish New Personal Communications Services, Appendix B.
FCC Gen. Docket No. 90-314. adopted July 16.1992.

102 Based on Pacific Bell wire center revenue data for Ql 1995.

10J "Sprint and Cable-TV Partners Plan $4.4 Billion Investment." Th~ N~w York TifMs. March 29, 1995. p. 06.
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One of die key purposes of the alliance is to provide customen with one-stop shoppinl across

a wide ranp of services:
_.

"The venture [Sprint. Tel. Comcast and Cox] will create an unprecedented communications
alternative, ~kaainl local telephone, 10rtI distance, and personal communications with
cable services into a _ .. offerinl for consumers and busineues. . . Consumers can look
forward to the widest possible array of communications and entertainment services ­
delivered with unsurpused quality and with all the assurances and conveniences of a strona
national brand."104

"Sprint's consortium will compeIe in wireleu and wired phone IeI'YiceI and newer
multimedia video and information offerinp to be delivered over phone and cable networks.
By nwryin, the local Clble TV linea to Sprint'••witchiq centen ancIllltionallon,-distanee
network, the new alliance will able to provide one-stop-shoppin, for lon,-distanee, local and
wireless phone services."I05

The Sprint Venture is actively buildinl its base of potential customers throu,h affiliations

with cable companies across the country. Sprint recently announced that eipt more cable operators

including four in California have become affiliates with the joint venture. With these affiliates, the

Venture passes nearly 40% of the homes in the U.s., and it is continuing to nelOliate with cable

companies across the country. The most recent affiliations strenlthen Sprint Venture's presence in

the Bay Area. where Intermedia Partners and Coastside Cable are based and Lenfest Group has a

presence and in Los Angeles where Falcon Cable is based.106

Cable companies within the Sprint Venture have already beaun joint marketin, of cable and

long distance services, providing customers discounts on a combined lonl distance. cable service

offering. TCI, for example, is offerinl customers a $2.00 to S4.9~ discount on their monthly cable

bills for a year if they become Sprint lon, distance users. 107 This marketinl campaip has been very

104 Notice of Ex Parte Communications By Sprint in R.95-04-04311.9S..()4.()44. June S, 1995.

10~ "Sprint. 3 Cable Firms to Form Phone Venture," TM Wall SI"" JounuJl. October 25. 1994, p. A3.

106 "Venture's Wireline Reach Extends by Nearly 9 Million U.S. Homes." PR N,w:swi". September 18. I~;
"Technology & Telecommunications: Sprint Talk~ With Cable-1V Concerns In Push to Expand New Wireless
Venture," The Wall 5,,,,, Journal, January 26, 1995. p. B8.

107 "Cable. long-distance connect for promos,'· Broadcasting Ii Cable. June 12. 1995, p. 28.
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successful - initial results showed that 6., to 8., of consumers contacted by cable companies have

signed up for Sprint compared to 2., to 3., that usually sign up for Sprint throulh direct marketing

campaigns. 101--

D. Analysis of Ceatpetltlve Harm to Padftc Bell from Proposed Rules

As described in pealer detail by Professor Spulber, rate of retum reaulation is a contract

between the people of California and the shareholden of PlM::ific Bell. Under that contract, Pacific

has the right and the d..-y to provide ubiquitous telephone service to all customen in its service

territory, whether or not the revenues from any given customer cover the costs of serving that

customer. To meet its obligations, Pacific has made, and will continue to make, substantial capital

investments in the state. In retum, the state has committed itself to giving Pacific Bell the

opponunity to earn a fair return on its investment. To now deny that opponunity in the name of

competition or other public policy objective would constitute a flapant case of "recontracting." In

the remainder of this section, I explain how the Commission's interim and proposed initial rules and

implementation schedule will cause substantial competitive harm to Pacific Bell, effectively denying

it a reasonable opponunity to compete on a level playing field and a fair opponunity of capital

recovery.

1. 1...IIIiItUIII 01 iIUnIl.ATA pN,""seriptiDII ,1UnIJIl coble_ witll relllOlItIl 01 tile
uu.rLATA re,nlioll Oil PeiJk Bdl

At least four factors are at work in jnvaLATA toll con.titjon: (I) toll calling revenues are

highly concentrated among customen; (2) "dialaround" is not a silnificant obstacle for many users;

(3) customen prefer to purchase interexchange services from a sinale supplier; and (4) Pacific is

competitively disadvantaged by the MFJ interLATA restriction and asymmetric state reaulations.

108 "Sprint Cites Ambitious Goal; Boosted by Cable Alliance. it Aims to Add a MiI1ion Customers," The Kansas
City Star, July 14. I99S. p. BI.
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There are several imponant implications of the II'" concenII'Ition of toll revenues. First, by

tarletinl their nrketinl and promotional priciftl at hip volume ...., IXCs can pin I sipificant

share of revenues, even though they serve only I small share of customers. Second, because high

volume business customers tend to be concentrated in lower COlt areas, the IXCs can pin I cost

advantage by tMgeting their marketinl efforts at those cuttomen. In contrast to the IXCs, Pacific is

obligated to serve as the intraLATA toll provider of lut reson throughout its service area, at

statewide average rates. Third, even if IXCs are required to offer service to all customen, they can

use discount pricing to aUrlCt high margin customen, while leaving retail rates high enough not to

attract low margin customers.

The fact that some customers are willing to use the five exb'I dips necessary to use an IXC

for intraLATA calls shows thallOXXX - "dillaround" - is not I.ipifacant obstacle to intraLATA

competition for these customers. Presumably, many of these Customen have reprogrammed their

PBXs to automatically insert the IOXXX code into the dialed number so it is transparent to the

employee making the call. In addition to dialaround, many business customers redirect their traffic to

IXCs across dedicated facilities. Because IXCs have already won a significant share of high volume

users of intraLATA services, those customers do not necessarily gain any additional benefits from

presubscription.

Considering that toll users have to dial (or proaram their PB.Xs to dill) five extra digits to use

an IXC for intraLATA calls, the loss of intraLATA revenues by Plcific provides Idditionll suppon

for the proposition that many toll users have a strong preference for Hone-stop shopping." It

strengthens the vllidity of Pacific's concern that presubscription would further exacerbate the

competitive disadvantage it suffers from D2l being able to offer customers both intraLATA and

interLATA services in competition with IXCs who .can.

Even without intraLATA presubscription, Pacific has already lost I substantial volume of

high margin intraLATA traffic. Under the policies of this Commission, toll usage prices have been
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set at levels that pnel'lte sulKidies to maintain the price of basic exchanp service and of toll service

in rural areas. As competitors target the Iower-eost and hi.....-voIume customers, Plcific will be left

with the obliption to serve higher cost and rural customers at ..wide average rates. The loss of

intraLATA traffic to date points to the vulnerability of Plcific to further lou of intraLATA revenues

and contributions if intraLATA presubscriplion is ordeNd without corresponding relief from the

interLATA restriction and asymmetric stale price regulations and service obligations.

The IXCs are following a pricing strategy known in the industry as "pricing up. promoting

back" - i.e., raising the basic retail rates for long distances calls, then offering discounts off those

higher rates to high volume customers.

"Data compiled by the Bureau of Labor Statistics show thIt buic intentale long-distance
rates have been risinl for the past four years-by nearly lK from January, 1990, to July,
1994 The hikes offset the discount plans and, along with risinl calling volume, helped the
long-distance industry post a healthy 8~plus revenue pin in the second quaner (of 1994]...
As a recent study by market researcher Yankee Group Inc. notes. carriers ·seem to be funding
the marketing wars lately by slowly increasinl basic...rates.' ... [AT&T increases in basic
rates:] 4% in 8/93; 6.3% in 1194; and 4% in 6194... (Sprint and MCI] have raised their basic
rates virtually in lockstep with AT&T." 109

In their "Analysis of the MFJ Line of Business Restrictions," Douglas Bernheim and Robert

Willig, lestifying experts for AT&T, acknowledged the dominant pricing strategy of AT&T and other

IXCs:llo

"Since regulation hokts basic rates below the costs of providing service to low volume
customers, it is entirely natural for AT&T to raise basic rates whenever regulation permits
(regardless of whedler. chan. in replation is usocilted with • chan. in AT&T's costs).
This increases prices for low volume customers, and could perhaps have a transient effect on
prices for high volume customers (due to the fact that discounts are usually expressed as
fractions of basic rates)."

109 Arnst. Catherine. "An Those Long-Distance Discounts Are Sweet, But..." BILS;MSS Wttk, September 19.
1994. pp. 66-67.

110 Bernheim. Douglas and Robert Willig. "AnalySIS of the MFJ Line of Business Restrictions." December I.
1994. pp. 139. 141.
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"Each [interexchange] carrier has also introduced a variety of proarams (usually tuaeted to
more naITOW n~hes), and each has repuredly revised the termI of its prinwy competitive
offerings to lure valued customers."

Many'customers do not buy their lon.-distanee service usin. one of the discount plans. A

recent Washington Post article states:

"Lona-distance companies counter (the c'" .. ,.. have rileft] by sayiftl that's the
wrong way to look at it: Most of the country's Iona diltMCe calls are made by people on
discount plans, they say. Those who aren't on the plans hanlly call long distance at alt." Yet.
"More than 60 percent of the nation's 97 million houJehoIcIs don't subscribe to a long­
distance discount plan...Surveys by ATAT, PNR Auociates of Philadelphia and the Yankee
Group all arrive at the conclusion that about 60 million households don't belon. to a plan."111

The Commission should be careful to establish the necessary terms and conditions of

balanced competition. The Commission should not ctefer these imponant issues to some later time. In

order to realize the potential benefits of intraLATA presubscription and achieve the other public

policy goals of the State, the Commission should develop and adopt a set of regulatory changes that

reflect the significant change in competitive conditions that will result from intraLATA

presubscription.

Mandating intraLATA presubscription without interLATA and regulatory relief creates an

anificial competitive advanuap for IXCs, which biases customers' choices of long distance carrier. If

customers choose an IXC not because it is the more efficient or lower-priced provider but because it

can offer both intraLATA and interLATA service, that is an uneconomic choice. If customers choose

an IXC not because it is the low cost provider but because it can price below Pacific by exploiting

Pacific's price averaging requirement and ubiquitous service obligation, that is an uneconomic choice.

While these kinds ofchoices are perfectly rational from the customers' point of view, they are directly

contrary to the State's interest in promoting economic efficiency and productivity in

telecommunications services.

III Mills, Mike. "Missing Out on Lower Long-Distance BIlls," The Washington Post. July 2. 1995. p. AI .
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Premaau~ implementation of intraLATA presubscription will probably cause a significant

loss of revenues and a disproportionate loss of contribution which reduces Pacific's incentive to
.-

invest in the telecommunications infrastructure of California. As the Commission considers and

adopts policies for' the implementation of full competition, it should recoanize the imponance of

PlCific'5 role in fac:ilitatinl competition and interconnection now and durinl the transition to full

competition. Over the past decade, investments by local exchanp caniers have been essential to the

development of competition in interexchanp services. Without substantial investments in improved

switching capabilities, for example, there would be no "equal access" to IXCs. Without substantial

LEC investments in common channel signaling (887), there would be no 800 number portability. For

an interim period of several years, LECs, including Pacific, will serve an important role in the

"network of networks," providing interconnection and ensurinl interoperability across a rapidly

growing number of competinl and cooperatinl communications networks and services. If intraLATA

presubscription is timed to coincide with interLATA relief, Pacific will have the opportunity to

compete with (XCs on even terms, offset the loss of intraLATA revenues with interLATA revenues,

and maintain its incentive to invest in the telecommunications infrastructure of California.

Moreover, if the IXCs exercise the same kind of pricing stratelY in intraLATA services that

they are following in interLATA services, - and, given the chance, ( believe they will - low

volume, low income and Nral customers will not benefit from their target marketing practices and

price discrimination. With simultaneous interLATA relief, intraLATA presubscription can, by

enabling Pacific to compete fairly with IXCs, reduce the degree of price discrimination and thereby

ensure that low volume, low income and Nral customers also benefit from competition in intraLATA

and interLATA services.

If Pacific is required to provide intraLATA presubscription, Pacific must be allowed to

compete on an equal basis, including interexchange services. InterLATA relief would enable Pacific

to compete for business in faster growing markets, maintain contributions to common costs, and

relieve upward pressure on basic service rates. Relief would also enable Pacific to provide end-lo-end
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